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1. RUMORS THAT PERU WILL SOON DEVALUE THE SOL HAVE IN- 
CREASED MARKEDLY IN RECENT DAYS. SOME RUMORS HAVE IT 
THAT DEVALUATION WILL OCCUR BEFORE THE END OF JUNE AND THAT 
THE NEW RATE WILL REPRESENT A DEPRECIATION OF SOME 30 
PERCENT FROM THE RATE OF S/.43.50 PER DOLLAR, I.E., TO 
S/.55 TO S/.60 PER DOLLAR. HOWEVER, ALTHOUGH THESE RUMORS 
ARE BEING REPEATED BY BANKERS AND BUSINESSMEN AND OTHERS IN 
RESPONSIBLE POSITION, THEY ARE BROACHED WITH CONSIDERABLE 
SKEPTICISM, AT LEAST INSOFAR AS THE FOREIGN BUSINESS COMMUNITY 
IS CONCERNED. AMONG PERUVIANS, THE RUMORS ARE APPARENTLY BEING 
GIVEN GREATER CREDENCE; THERE IS MORE ACTIVITY ON THE BLACK 
MARKET AND THE BLACK MARKET RATE HAS REPORTEDLY DEPRECIATED TO 
ABOUT S/.70 TO S/.75 PER DOLLAR. IN THE EMBASSY'S VIEW, WHILE 
THE CASE FOR DEVALUATION HAS RECENTLY GROWN STRONGER, POLITICAL 
FACTORS CONTINUE TO MILITATE AGAINST SUCH A MOVE, AND THE 
EMBASSY CONSIDERS DEVALUATION UNLIKELY, AT LEAST FOR THE 
NEXT SEVERAL MONTHS. 
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2. DEVALUATION RUMORS PROBABLY STEM FROM A GROWING REALI- 
ZATION IN MORE SOPHISTICATED BANKING AND BUSINESS CIRCLES 
THAT THE HEALTH OF PERUVIAN ECONOMY HAS DETERIORATED. 

A. INCREASING REALIZATION THAT OIL BONANZA WILL NOT 
MATERIALIZE, AT LEAST IN NEAR TERM. 

B. PROBABILITY THAT EXPORT EARNINGS IN 1975/76, IN 
PARTICULAR FOR MINERALS, FISHMEAL AND SUGAR, WILL BE LESS 
THAN ESTIMATED. 

C. GROWTH OF AGRICULTURAL AND INDUSTRIAL PRODUCTION HAS 
SLOWED (ALTHOUGH DATA IS SPARCE, AN EXPERIENCED BANK 
ECONOMIST ESTIMATES THAT INDUSTRIAL PRODUCTION ACTUALLY 
DECLINED IN APRIL). 

D. PERU'S NET INTERNATIONAL RESERVE POSITION HAS 
DETERIORATED, SLIPPING FROM $696 MILLION AT THE END OF 1974 
TO $448.6 MILLION AT THE END OF APRIL. ALTHOUGH DECLINE 

WAS IN PART EXPECTED AND NORMAL (TO GREAT EXTENT IT REFLECTS 
REPAYMENT OF SHORT TERM DEBT ACCUMULATED LAST YEAR UNDER 
180-DAY IMPORT CREDIT REQUIREMENT), RESERVE PICTURE IS LESS 
POSITIVE THAN EARLIER ESTIMATED. WHILE JANUARY FORE- 
CAST OF 1975 BASIC BALANCE DEFICIT OF $354 MILLION MAY NOT 
CHANGE MUCH, IT NOW APPEARS THAT OVERALL LOSS IN NET FOREIGN 
EXCHANGE RESERVES WILL CONSIDERABLY EXCEED THE $100 MILLION 
EARLIER ESTIMATED. PERU'S IMF POSITION REMAINS STRONG, BUT 
GOP WOULD BE RELUCTANT TO DRAW ON IMF OWING TO BASIC DIS- 
AGREEMENT WITH IMF POLICIES WHICH PERU PERCEIVES AS 
CONSTRAINING TO LDCS. 

E. INCREASED LEVEL OF CONCERN AMONG LOCAL AND FOREIGN 
BANKERS THAT PERU MAY BE APPROACHING LIMITS OF BORROWING 
CAPACITY. PERU'S DEBT SERVICING PAYMENTS IN 1975 ARE EX- 
PECTED TO BE EQUIVALENT TO ABOUT 22 PERCENT OF EXPORTS, A 
RATION WHICH LOOMS LARGER THAN IT DID WHEN PERU COULD BORROW 
AGAINST PETROLEUM EXPECTATIONS. 

F. RECENT GOP ECONOMIC DECISIONS, INCLUDING IMPORTANTLY 
DECISION TO REDUCE OR ELIMINATE SUBSIDIES, COMBINED WITH 
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APPARENT INABILITY TO CONFRONT EXCESSIVE WAGE DEMANDS, ARE 
PUTTING PRESSURE ON PRICES AND THE COST OF LIVING. IT WAS 
EARLIER ESTIMATED THAT INFLATION IN 1975 WOULD AMOUNT TO 
25 PERCENT OR MORE THIS YEAR; IT NOW APPEARS IT COULD BE 
EVEN HIGHER. 

3. THERE ARE IN FACT SOME ECONOMIC REASONS THAT WOULD ARGUE 
IN FAVOR OF DEVALUATION. IN PARTICULAR, AS WORLD METAL 
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AND FISHMEAL PRICES HAVE DECLINED, AND AS GOP HAS BOWED TO 
EXAGGERATED WAGE DEMANDS, COSTS OF PRODUCTION HAVE EDGED 
CLOSER TO AND IN SOME CASES HAVE EXCEEDED EXPORT PRICES. FOR 
EXAMPLE, CENTROMIN (EX-CERRO DE PASCO) PRODUCES COPPER AT A 
COST OF 60 CENTS PER POUND, WHEREAS THE PRICE OF COPPER ON 
THE LME HOVERS AROUND 55 CENTS PER POUND. THE COST OF FISHMEAL 
PRODUCTION IS ALSO REPORTED TO EXCEED WORLD PRICES BY ABOUT 
$20 PER TON. DEVALUATION WOULD OBVIOUSLY INCREASE EXPORTER S 
SOL INCOME, IMPROVE CASH FLOWS AND PROFITS, AND EXPAND THE TAX 
BASE. ALSO, AS INFLATION CONTINUES AND THE GOP PROCEEDS 
TO REDUCE SUBSIDIES, THE POSITION OF THE SOL IN TERMS OF 
PURCHASING POWER PARITY WILL DETERIORATE, AND THE CASE FOR 
READJUSTMENT THROUGH DEVALUATION WILL BECOME STRONGER. 
FINALLY, TO THE EXTENT THAT PERU'S ECONOMIC PLANNERS ARE ABLE 
TO PUT TOGETHER A COMPREHENSIVE PACKAGE OF ECONOMIC MEASURES, 
IT COULD BE ARGUED THAT IT WOULD MAKE SENSE TO HAVE THE 
CONSEQUENT ADJUSTMENTS IN WAGES AND PRICES TAKE PLACE WITHIN 
THE CONTEXT OF A DEVALUED SOL. IF DEVALUATION WERE TO FOLLOW 
A SERIES OF MEASURES SUCH AS ELIMINATION OF SUBSIDIES AND THE 
INSTITUTION OF A COORDINATED WAGE-PRICE POLICY, CRITICS COULD 
CHARGE THAT DEVALUATION CONSTITUTED AN ADMISSION THAT GOP 
ECONOMIC POLICIES HAS BEEN A FAILURE. 

4. ON THE OTHER HAND, THE GREATER WEIGHT OF ARGUMENT 
APPEARS TO BE AGAINST DEVALUATION AT THIS TIME: 

A. PERU'S EXPORTS ARE PRICE INELASTIC AND IMPORTS ARE 
UNDER STRICT CONTROL; DEVALUATION WOULD THUS CONTRIBUTE 
LITTLE TO FOREIGN EXCHANGE EARNINGS OR TO AN IMPROVEMENT IN 
THE BALANCE OF PAYMENTS. 

B. DEVALUATION WOULD INCREASE PERU'S FOREIGN DEBT 
SERVICING BURDEN IN TERMS OF ITS OWN BUDGETARY RESOURCES. 
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C. DEVALUATION WOULD CONFLICT WITH PERU'S ANNOUNCED INTENT 
TO REDUCE OR ELIMINATE SUBSIDIES SINCE IT WOULD FURTHER RAISE 
COSTS TO CONSUMERS IN TERMS OF SOLES. IT WOULD ALSO RENDER 
PRICES OF BASIC CONSUMER GOODS MORE ATTRACTIVE IN TERMS OF 
THE CURRENCIES OF NEIGHBORING COUNTRIES, THUS CONTRIBUTING TO 
THE SMUGGLING WHICH THE GOP IS TRYING TO STOP. 

D. ACCORDING TO IMF FIGURES, THE SOL HAS ALREADY UNDERGONE 
AN AUTOMATIC DEVALUATION OF 12 PERCENT IN THE PERIOD 1971 
THROUGH MID- 1974 IN TERMS OF THE CURRENCIES OF PERU'S TRADING 
PARTNERS. A FURTHER DEPRECIATION HAS SINCE UNDOUBTEDLY OCCURRED. 

F. FORMAL DEVALUATION CONTINUES TO BE HIGHLY UN- 
PALATABLE POLITICALLY. BELAUNDE'S DEVALUATION OF THE SOL 
IN 1967 WAS ONE OF THE FACTORS CONTRIBUTING TO HIS OVERTHROW 
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BY THE MILITARY IN 1968. PERU'S MILITARY LEADERS REMEMBER 
THIS AND WILL BE WARY OF OPENING THEMSELVES TO SIMILAR 
CHARGES THAT THEIR ECONOMIC POLICIES ARE BANKRUPT. 

PRESIDENT VELASCO HAS IN THE PAST BEEN VERY FIRM IN STATING 
THAT HIS GOVERNMENT WILL NOT PRESIDE OVER DEVALUATION, AND A 
SENIOR MINISTRY OF FINANCE OFFICIAL HAS DENIED TO US THAT 
DEVALUATION IS EVEN BEING DISCUSSED. IT IS TRUE THAT PRIME 
MINISTER MORALES BERMUDEZ IS GRADUALLY ASSUMING A GREATER 
ROLE IN THE DECISION-MAKING PROCESS, PARTICULARLY IN ECONOMIC 
MATTERS (A DEVELOPMENT WHICH IN ITSELF MAY HAVE CONTRIBUTED 
TO DEVALUATION RUMORS). HOWEVER, THE EMBASSY BELIEVES IT 
UNLIKELY THAT THIS EVOLUTION HAS PROGRESSED FAR ENOUGH TO 
ENABLE MORALES BERMUDEZ TO DEVALUE THE SOL, EVEN IF HE 
BELIEVED THE ECONOMIC CASE WERE STRONG ENOUGH TO REQUIRE 
IT. THUS, WHILE PRESSURES ARE BUILDING, DEVALUATION, IF 
IT COMES, IS PROBABLY STILL SOME MONTHS AWAY. 

DEAN 
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